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1. Introduction 

Q. 

A. 

What is your name and business address? 

My name is Harry Gildea. My business address is 1220 L Street, N.W., 

Suite 410, Washington, D.C. 20005. 

Q. 

A. 

What is your professional background? 

I have been a consultant for nearly 40 years. Since 1972, I have been 

associated with Snavely King Majoros O'Connor & Lee, Inc. (formerly Snavely King and 

Associates, Inc.). Before then, I was with the Economic Development Administration in 

the US. Department of Commerce, where I was responsible for evaluations of the 

effectiveness and costs of federal economic development programs. From 1962 to 

1969, I was with Peat Marwick Livingston & Company, where I managed the firm's 

operations research consulting practice in the Washington area. Before 1962, I was a 

research engineer with Sylvania Electric Products, a subsidiary of the General 

Telephone and Electronics Corporation. 

Q. 

A. 

What is your educational background? 

I received the degrees of Bachelor of Science in Electrical Engineering 

and Master of Science in Electrical Engineering from the Massachusetts Institute of 

Technology in 1958. 

Q. 

Lee, Inc.? 

What is the nature of your work with Snavely King Majoros O'Connor & 

A. As a Senior Consultant for the firm, I work with clients in cases before 

state and federal regulatory agencies involving public utilities. In this capacity, I perform 

research and analysis on issues in telecommunications policy, regulation, engineering 

and economics. 

Q. Has your work concentrated on particular industries? 
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A. Yes. My work has been primarily in the telecommunications field, but I 

also have participated in gas, electric and water cases, as well as cases concerning the 

U S .  Postal Service. In my 30 years of experience in the telecommunications industry, I 

have performed research and analyses concerning nearly all telecommunications 

services, including local exchange, interexchange, access, Centrex, video, data, 

wireless and other services. 

Q. 

A. Yes. I have testified in numerous proceedings before the Illinois 

Commerce Commission. Most recently, I presented testimony in Docket No. 98-0252 

et a/. concerning charges by Illinois Bell Telephone Company (“SBC Illinois” or “the 

company”) for retail services to end users and interexchange carriers. 

Have you testified before other regulatory commissions? 

Have you previously participated in proceedings before this Commission? 

Q. 

A. Yes. I have testified as an expert witness before the Federal 

Communications Commission (“FCC”) and the Federal Energy Regulatory Commission, 

in addition to the regulatory agencies of California, Colorado, Connecticut, the District of 

Columbia, Florida, Georgia, Kentucky, Maryland, Massachusetts, Michigan, Missouri, 

New Jersey, New York, North Carolina, Ohio, Pennsylvania, Rhode Island, South 

Carolina, Tennessee, Texas, and Virginia. Besides testimony, I have prepared and 

presented written comments on telecommunications matters to the FCC and many state 

regulatory agencies. 

Q. 

A. 

Do you have additional experience in the telecommunications field? 

Yes. I have served as a consultant to federal agencies on rate design and 

tariff issues in numerous major procurements by the federal government, including 

Aggregated System Procurements for local telephone services in 30 states, the 

FTS2000 and FTS2001 systems for intercity telecommunications, the Metropolitan Area 

Acquisition Program for services to federal offices in about 20 large metropolitan areas 

throughout the nation, and the Washington Interagency Telecommunications System for 

2 
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services to agencies in the Washington, D.C. area. Also, I have been a consultant to 

the Defense Information Systems Agency concerning domestic and international rate 

structures and services, and the costs of data and voice communications systems. 

In addition, I have performed damage studies in three antitrust cases 

involving telecommunications firms. Over the years, I have been engaged as a 

consultant to telecommunications firms in several proceedings before the FCC, and a 

case before the United States Court of Appeals. In addition, I have been a consultant to 

the government of Canada, as well as carriers and end users of telecommunications 

services in many regulatory proceedings. Also, I testified as an expert witness in a 

proceeding before the General Services Administration Board of Contract Appeals 

concerning the award of a major contract for telecommunications services. 

Q. 

A. 

For whom are you testifying in this case? 

I am testifying on behalf of the customer interests of the United States 

Department of Defense and All Other Federal Executive Agencies (“FEAs”). 

Q. 

A. 

What is the subject of your testimony? 

I address testimony and studies submitted by SBC Illinois concerning the 

costs and charges for unbundled network elements (“UNEs”). 

II. Interests of the FEAs 

Q. 

A. 

What are the customer interests of the FEAs in this matter? 

The federal government is one of largest end users of telecommunications 

services in Illinois because of the presence of many offices and military installations 

throughout the state. As one measure of the extent of the FEAs’ telecommunications 

requirements, there were more than 93,000 federal civilian employees in Illinois in 

December 2000.’ In fact, Illinois exceeded all but seven states and the District of 

United States Office of Personnel Management, Federal Civilian Workforce Statistics, 
Employment and Trends, June 2002, p. 75. 
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Columbia in federal civilian employment at that time.* In addition, the Department of 

Defense (“DoD) has a substantial presence because the state is home to Naval Station 

Great Lakes, Scott Air Force Base, and other installations. 

Q. Will the FEAs have access to UNEs? 

A. As end users, the FEAs will not have direct access to the UNEs provided 

by SBC Illinois. However, the prices, terms and conditions for UNEs that SBC Illinois 

provides other carriers will determine whether there will be abundant and vigorous 

competition for telecommunications services. The FEAs want more and stronger 

competition to ensure that all end users can obtain the best telecommunications 

services at the lowest possible costs. 

Q. Is more competition especially important for users such as federal 

agencies that employ formal acquisition procedures to acquire telecommunications 

services? 

A. Yes. To obtain the best available services at the lowest possible costs, 

FEAs obtain services through competitive bidding procedures whenever possible. 

Certainly, competitive bidding is more effective if there are more potential suppliers. 

However, if competitive local exchange carriers (“LECs”) cannot obtain the UNEs they 

need at reasonable prices, there will be few alternative sources of supply available to 

the government or other large end users seeking bids for telecommunications services. 

Of course, vigorous competition benefits smaller end users as well. 

111. Competition 

Q. 

A. 

What is the company’s view of competition in Illinois? 

SBC Illinois witness Eric Panfil asserts that the company faces very 

significant competition for telecommunications  service^.^ For example, he cites data in 

Id. 

Direct Testimony of Eric Panfil, pp. 21-24 
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an “Annual Report on Telecommunications Markets in Illinois” indicating that competitive 

LECs served 12.2 percent of residence customers and 20.3 percent of business 

customers in the state at the end of 2001.4 Moreover, he asserts that these figures 

understate the extent of competition because of recent increases in competitors’ lines. 

Indeed, according to witness Panfil, competitors were serving 20 percent of residence 

customers and 33 percent of business customers as of September 30, 2002.5 

Q. Does witness Panfil also cite a report by the Federal Communications 

Commission (“FCC) on competition? 

A. Yes. He refers to the most recent FCC report on local competition, which 

states that competitive LECs were serving 14 percent of residence and small business 

customer lines and 22 percent of large business customer lines in Illinois as of June 30, 

2002.6 He contends that the line counts in the FCC report also understate current 

competition because they are for an earlier period and also do not include data for 

competitive LECs whose activities are below the reporting thre~hold.~ 

Q. 

A. 

What is your assessment of witness Panfil’s claims? 

It is important to view his claims in context. In the first place, I do not 

regard competitive LECs whose activities are below the reporting threshold as a serious 

competitive threat to SBC Illinois. The parent company, SBC Communications Inc. 

(“SBC) reported to its stockholders that it has “evolved into one of the world’s largest 

and technologically advanced telecommunications companies.”8 The organization has 

substantial revenues from local and long distance services, and is the “nation’s leading 

provider“ of digital subscriber line (“DSL“)  service^.^ 

Id., p. 22. 

Id., p.21. 

Id., p. 22. 

Id. 

SBC Annual Report 2002, p. 2. 

Id., pp. 2-3. 
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Q. Does SBC Illinois also face competition from other modes of electronic 

communications? 

A. Yes. Wireline services face substantial intermodal competition, for 

example by mobile wireless services. Unquestionably, mobile wireless usage has 

increased greatly. Indeed, it is likely that some users have abandoned wireline services 

entirely in favor of mobile wireless and other options. However, this is necessarily a 

net loss for SBC. On a consolidated basis SBC obtained operating revenues of $8.8 

billion and operating income of $1.5 billion from wireless services in 2002.’0 

Q. Does SBC Illinois face direct wireline competition from competitors serving 

end users through their own facilities? 

A. Yes, but it is important to note that figures on competitors’ operations 

include service provided using three modes of competition: (1) services provided 

through UNEs, (2) resale of the incumbents’ offerings, and (3) services provided over 

the competitive LECs’ own facilities. For two of these types of competition - UNEs 

and resale - SBC Illinois owns most or all of the underlying facilities. Thus, much of 

the “competition” actually provides SBC Illinois with income. 

Q. 

A. 

Does an SBC Illinois report show this effect? 

Yes. SBC Illinois provided a report on Local Competition in Illinois in 

response to a data request by the Staff.” That report, covering the period through the 

third calendar quarter of 2002, states “One conclusion jumps out when examining 

competitive data on the Illinois market: CLECs are relying heavily on SBCs network to 

increase their market share.”” The report emphasizes that the majority of recent 

competitive growth has been through the UNE platform (“UNE-P”), which is the 

Id., p. 12. 

“Corporate Competitive Analysis” provided by SBC Illinois in response to Staff Data 
Request No. PL 1.01 b. 
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combination of a loop and a s w i t ~ h . ' ~  Thus, in most cases, SBC Illinois obtains revenue 

for both loop and switch facilities. Indeed, it appears that SBC Illinois may be providing 

about as many local loops as it would with no competitors at all. 

Q. Why? 

A. The company contends that it has lost, cumulatively, about 942,000 retail 

access lines as of the third quarter of 2OO2.I4 On the other hand, the company's 

responses to data requests by AT&T Communications state that SBC Illinois provided 

335,000 unbundled UNE loops without switching and 562,000 UNE-Ps as of September 

2002.'5 This is a total of 897,000 loops provided to competitors. The 897,000 lines 

nearly counterbalances the retail "loss" of 942,000 lines, some of which would have 

occurred in any event because of customer transitions to cable modem and wireless 

technologies for access to the switched network. 

Q. 

A. The most important consideration is the company's market power. 

Assuming the accuracy of the "most recent" competitors' shares claimed by SBC Illinois 

(competitors have 20 percent of residence lines and 33 percent of business lines) the 

competitors' overall share would be on the order of 25 percent of all lines. Thus, SBC 

Illinois has three times as many lines as all of its competitors combined. From this 

perspective, SBC Illinois still enjoys enormous power in the retail market in Illinois. 

In sum, how should competition be gauged? 

Q. What is the state of competition in the wholesale market? 

A. SBC Illinois is the Only firm that can provide access to its ubiquitous 

network. If competitors need UNEs in the company's operating area, they must obtain 

them from SBC Illinois. Thus, I would say that SBC Illinois has a virtual monopoly in the 

wholesale market in the area it serves as the incumbent LEC. 

l3 Id. 

l4 Id., p. 4. 
l5 SBC Illinois Response to AT8T Data Request Nos. JG 4a and JB 4b. 
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1 Q. What is the consequence of these conditions? 

2 
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4 
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6 

A. It is important for the Commission to consider the market power that SBC 

Illinois still enjoys as it makes decisions concerning the costs - and ultimately the 

charges - for UNEs in Illinois. At least from the FEAs' perspective, I can say that end 

users still depend upon regulatory authorities for actions that will foster healthy and 

vibrant competition for telecommunications services. 

7 IV. Proposals by SBC Illinois 

8 Q. What are the company's proposals in this case? 

9 

10 

11 

12 

13 

14 

15 Q. Are the proposed increases significant? 

16 

17 

18 

19 

A. SBC Illinois is proposing increases in the monthly charges for UNE loops, 

including analog basic loops, as well as DS-1 and DS-3  loop^.'^ The proposed 

charges are applicable to UNE loops provided on a stand-alone basis and or as part of 

a UNE-P.I7 Also, the company is proposing increases in its non-recurring charges for 

strand-alone loops, UNE-Ps, enhanced extended links, and conversions of special 

access services to existing UNE loop/dedicated transport combinations." 

A. Yes. Although the scope of the filing is limited in terms of rate elements, 

the company's proposals have a major impact because the proposed increases are 

huge. For example, the present and proposed monthly charges for basic analog loops 

used to provide voice services to business and residence customers are:lg 

20 Current Proposed Proposed 
21 Monthly Monthly Percentage 
22 Charue Charue Increase 

23 Access Area A $2.59 $ 11.62 349 % 

Direct Testimony of Michael D. Silver, pp. 2-3 

Id., p. 3. 

16 

17 

l a  Id. 

Direct Testimony of Eric Panfil, p. 14. 
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Access Area B 

Access Area C 

$ 7.07 

$ 11.40 

$23.23 

$26.85 

229 % 

136 % 

The charge for Access Area , ., which inc.-des densely devuped places where many 

business customers are located, will increase by a factor of nearly four and one-half. 

Even for Access Area C, with the lowest subscriber density, the charge will more than 

double. 

Q. In your view, what is the significance in the fact that SBC Illinois has 

focused its rate increase proposals on local loops, as opposed to switching elements or 

vertical services? 

A. The local loop is a “gateway” element. This facility may be a stand-alone 

element, or used in conjunction with other elements such as switching in the UNE-P. 

Most other network elements are seldom used on a stand-alone basis. Thus, SBC 

Illinois has more “leverage” in pricing loop UNEs than other UNEs. Moreover, local 

loops carry most of the costs. The costs and (cost-based) charges for many other 

UNEs are typically in the range of a couple of dollars or less. Indeed, costs for some 

switched-based vertical features are a few pennies a month. If SBC Illinois were to 

“update” those costs (using the same methodologies as for loops in the instant case) 

and propose corresponding increases in UNE charges, the company would obtain 

relatively little additional revenue. As a mathematical proposition, more revenue is 

obtained by tripling a loop charge of seven dollars than by tripling the charge for an 

element priced at one dollar. 

Q. 

A. 

How does SBC Illinois compute costs as support for its rate proposals? 

SBC Illinois is not using the same models as in the previous UNE 

proceeding.*’ The company contends that those approaches were superseded “by 

2o Id., p. 15, 
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more up-to-date, Ameritech-generated, models and data samples.”2’ Moreover, 

following the merger with Ameritech in 1998, its models were updated for consistency 

across the company’s overall operating area, to operate on personal computers instead 

of mainframe computers, and “to better meet the needs of the regulatory process.”22 

Q. Has SBC Illinois identified specific differences in its models and costing 

procedures between this case and the last UNE case? 

A. Yes. Differences are listed in a schedule with the testimony of SBC 

I shall discuss several of the differences in this witness James R. S m a l l w ~ o d . ~ ~  

testimony. 

Q. How does SBC Illinois characterize the cost models it employs in this 

case? 

A. The company contends that they produce forward-looking costs that are 

consistent with the requirements established by the FCC for Total Element Long-Run 

Incremental Costs (“TELRIC”) used to set the charges for UNES.’~ According to SBC 

Illinois witness Smallwood, the company’s studies employ forward-looking network 

designs, forward-looking technologies, and forward-looking material 

Moreover, SBC Illinois witness Panfil asserts that the TELRIC methodology that SBC 

Illinois employs for UNEs is “very similar’’ to the long run incremental cost methodology 

that the company uses for setting retail rates, with differences in the values used for 

certain inputs, including fill factors, cost of capital and depreciation ratesz6 

Q. What is your response to these claims? 

Id. 

22 Id. 

23 Schedule JRS-5. 

Direct Testimony of James R. Smallwood, p. 4. 

Id., pp. 4-5. 

Direct Testimony of Eric Panfil, p. 9. 
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A. Updates should produce costs that indicate rates that are many times 

the rates set by this Commission in the last UNE proceeding. Indeed, some 

considerations would indicate cost reductions over the past years. For example, the 

yield on IO-year treasuries has declined from 5.26 percent in 1998, which the last UNE 

order was issued, to 4.01 percent in February 2003.27 Similarly, over the same period 

corporate Aaa bond (Moody’s) yields declined from 6.53 percent to 6.09 percent.28 

Since capital costs are a significant part of the costs of providing UNEs, such declines in 

the “cost of money” should contribute to lesser costs for UNEs, not much greater UNE 

costs as SBC Illinois claims. I address the company’s cost models and inputs 

subsequently in this testimony. 

V. Cost Models 

Q. Is the company’s approach yielding forward-looking costs, as the 

company claims? 

A. No. The company is not accurately reflecting labor productivity gains that 

should be anticipated in the future. 

Q. Why? 

A. SBC Illinois witness David J. Barch states that the company’s studies 

apply two types of inflation factors to develop costs for the study period - one for 

investments and the second for expenses.29 This is change from the last UNE case, 

when inflation was represented through the maintenance factor applied to plant 

 investment^.^^ In the current case, the inflation factors applied to investments are 

based on the Telephone Plant Index (“TPI”), while the inflation factors applied to 

’’ Economic Indicators January 2003, Prepared for the Joint Economic Committee by the 
Council of Economic Advisors, Interest Rates and Bond Yields, p. 30. 

Id. 

Direct Testimony of David J. Barch, pp. 4849.  29 

30 Schedule JRS-1. 
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expenses are based on the Consumer Price Index (“CPl’’).31 According to witness 

Barch, the TPI produces a reasonable estimate of the price changes and efficiencies for 

plant accounts, and the CPI is a widely used pricexhange indicator for labor costs and 

other  expense^.^' 

Q. Do you agree? 

A. No. It is not correct to employ the CPI as an inflation factor as SBC Illinois 

has done in its analyses. The company’s approach probably results in a very significant 

overstatement of the company’s labor costs for UNEs in the study period. 

Q. 

A. 

What CPls does SBC Illinois use in its analyses? 

According to data in the company’s cost files, the company employed 

forecast increases in the CPI in the range of 2.3 to 2.7 percent for 2001 and beyond.33 

Q. 

A. 

Is the CPI an indicator of wage costs? 

No. The CPI is a measure of retail prices paid by wage earners, not the 

wages these people receive. Over the longer haul, wages and retail prices may loosely 

track each other for the economy. However, this relationship may not hold for 

specific sectors of the economy, and it certainly does not hold for telecommunications. 

Q. 

A. 

How do you know this? 

The CPI has increased steadily. Cumulatively, it has increased very 

significantly. If the price increase for telecom services had matched the CPI, prices that 

consumers would have to pay for telecom services would be far greater than they 

actually are today. As an illustration, with a CPI of 100 for a base period of 1982-84, 

the index in 1958 was 28.9.34 By 2002, the CPI had increased more than six-fold to 

31 

32 Id. 

Direct Testimony of David J. Barch, p. 49. 

Illinois Cost Filing December 2002, Annual Cost Factors, Labor Rates, Shared & Common 
and Support Assets, CPI 2001 .XIS. 

U.S. Department of Labor, Bureau of Labor Statistics, US. City Average, Not Seasonally 
Adjusted, <www.bls.gov> 

33 

34 

12 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

179.92.35 Fortunately, telephone services are not six times as expensive today as in 

1958, or anywhere near it. In fact, the costs of some telecommunications services, 

such as higher mileage "long distance" calls, have declined in absolute terms. 

What is your conclusion from these relationships? 

The telecommunications industry has enjoyed the benefits of significant 

productivity improvements so that it has not been necessary to increase prices at a rate 

even remotely approaching general inflation levels. 

Q. 

A. 

Q. Is there additional evidence that the telecommunications industry is unique 

in terms of cost trends? 

A. Yes. The Bureau of Labor Statistics publishes a separate CPI for 

telephone services to consumers in urban areas. In February 1998, when the order in 

last UNE case was released, this index for telephone services stood at 100.0.36 Five 

years later, in February 2003, the index was 100.5.37 Basically, the inflation in 

telephone prices was one-half of one percent in total over the five years. In contrast, 

the index for 4 goods and services increased from 161.9 to 183.1 over the same five- 

year period.38 This is an increase of about 13 percent - fully 26 times the increase in 

the index for telephone services. 

Q. 

A. 

Has SBC Illinois recognized the lesser increases in the CPI for telecom? 

No. As I noted above, the company is assuming that the CPI will increase 

at a rate of more than 2.3 percent per year. Thus, not only is the company failing to 

address productivity changes by using the CPI as a surrogate, it is using the CPI 

- an aggregate index rather than an index for the telecom sector. 

35 Id. 
38 U.S. Department of Labor, Bureau of Labor Statistics, U S  City Average Telephone 

Services. Not Seasonally Adjusted, December 1997=100. <www.bls.gov> 

37 Id. 

U.S. Department of Labor, Bureau of Labor Statistics, U.S. City Average All Items, Not 
Seasonally Adjusted, December 1982434=100, <www.bls.gov> 

38 
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Q. Has this Commission recognized productivity gains for SBC Illinois in 

orders concerning the company’s retail services? 

A. Yes. The Price Cap Index in the alternative regulatory plan previously 

approved for SBC Illinois contained a term called the “Productivity Offset“ or “X-factor“ 

which recognized productivity gains as an offset to the general inflation rate.39 The 

Productivity Offset was composed of three parts: (1) a productivity differential which 

measures the difference between telecom total factor productivity gains and the 

productivity gains for the overall economy; (2) an input price differential which measures 

the difference between telecom input prices (the prices paid by the company for the 

resources it must acquire to provide its own services) and economy-wide input prices; 

and (3) a consumer dividend, which is a factor adopted by the Commission based upon 

its expectations regarding technological and/or regulatory changes that the Commission 

 anticipate^.^' In 1994, the Commission set these components at 1.3 percent, 2.0 

percent, and 1.0 percent, respectively, or a total of 4.3 percent for the duration of the 

Q. 

A. 

Has the Commission revisited the alternative regulation plan? 

Yes. The Commission addressed this plan in Docket Nos. 98-0232 and 

98-0335 (consolidated). It is my understanding that the Commission has not released a 

final order in that proceeding, but the Hearing Examiners have issued a Proposed 

Order. In that Proposed Order, the Hearing Examiners recommend continuing the X- 

Factor at 4.3 percent, including the productivity differential, input price differential and 

consumer divided.42 

Illinois Commerce Commission, Summary Explanation: Alternative Regulation Plan for 
Illinois Telecommunications Carriers. 

Id., p. 3. 

39 

40 

41 Id. 

Docket Nos. 9&0252, 98-0335, and 00-0764 (consolidated), Hearing Examiners’ 
Proposed Order, March 21,2001, p. 92. 

42 
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Q. What is your recommendation concerning the company's UNE charges in 

A. I urge the Commission to adopt an offset to the inflation factors (TPI on 

material and CPI on labor) in the company's cost projections. Specifically, I suggest 

that the Commission employ an offset of at least 4.3 percent. 
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VI. Capital Structure 

Q. What is the next issue concerning the company's costing process that you 

will discuss? 

A. I will address capital structure, which refers to the proportions of debt and 

equity employed to determine the overall cost of capital. 

Q. 

A. 

How does capital structure enter into the costing process? 

The return requirements for equity are higher than those for debt, so that a 

greater equity component increases the overall cost of capital. Moreover, a greater 

equity component results in a greater allowance for income taxes since equity income is 

taxable, while interest expense is tax deductible. 

Q. 

A. 

Is capital structure important in determining the charges for UNEs? 

Yes. A capital structure that leads to inflated costs causes higher 

proposed charges for UNEs using the company's facilities and equipment. 

What capital structure does SBC Illinois ask the Commission to adopt in Q. 

this case? 

A. SBC Illinois witness William E. Avera recommends a capital structure of 

14 percent debt and 86 percent equity as a basis for the company's assumed weighted 

average cost of 

Q. How does witness Avera arrive at this capital mix? 

43 Direct Testimony of William E. Avera, December 23, 2002, p. 7. 
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A. He indicates that the source of this mix is data for a “group of LECs 

followed by Standard & Poor’s C~rporat ion. ”~~ 

Q. Should a capital structure with about 14 percent debt and 86 percent 

equity be employed in setting the company’s UNE charges? 

A. No. 

Q. 

A. 

What is the appropriate forward-looking capital structure in this case? 

The Commission should adopt a capital structure of 35 percent debt as 

the minimum. That structure conservatively represents the company’s regulated 

operations over the study planning period, which the company defines as “2002 through 

2005” inclusive.45 

Q. What justification does SBC Illinois witness Avera offer for his very low 

debt ratio? 

A. He acknowledges that his “market value-based” capital structure is very 

different from the actual capital structure reflected by the financial data on the 

company’s books.46 However, witness Avera states that since this proceeding is 

concerned with the costs and charges for UNEs in future years, it is important to employ 

a “forward-looking’’ structure rather than the capital mix actually employed and reflected 

in the company’s books and accounts.47 

Q. 

A. 

Does SBC Illinois have an exact target capital structure? 

The company responded to a data request by the Staff that it did not have 

an exact target.48 In that response, SBC claims that it “manages” its capital structure “in 

Id., p. 6. 

Direct Testimony of David J. Barch, p. 39. 

Direct Testimony of William E. Avera. December 23, 2002, pp. 30-32, 

44 

45 

46 

47 Id. 
4a SBC Illinois Response to Staff Data Request No. TM 9. 
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a conservative manner consistent with its desire to maintain the highest credit rating in 

the telecommunications ind~stry.”~’ 

Q. 

A. 

Is that the optimum policy? 

No. From my perspective, the goal should be to minimize costs, not to 

maintain the highest credit rating in the industry. To a point, a good credit rating helps 

to reduce costs because the company can borrow for less. However, beyond some 

point there is a net increase in the cost of a low-debt or no-debt strategy. 

Q. Should a “forward-looking capital structure” with 16 percent debt and 84 

percent equity be used to set UNE charges? 

A. No. A capital structure of 16 percent debt and 84 percent equity is not a 

reasonable forward-looking target. indeed, if it is a “target“ at all, it is so far in the future 

as to be irrelevant in setting rates in this proceeding. 

Q. Should the capital structure for this proceeding reflect “market values” 

rather than book costs, as the company’s witness claims? 

A. No. It is important to reflect the values that can be anticipated over the 

period when the rates at issue are in effect. 

Q. Did SBC Illinois previously propose a hypothetical capital structure as the 

basis for wholesale rates in Illinois? 

A. Yes. In the last UNE case, the company proposed a capital structure with 

25.4 percent debt and 74.7 percent equity. 

Q. 

A. No. The Commission rejected the proposal and adopted a capital 

structure reflecting a mix of short-term debt, long-term debt, and equity.50 Moreover, I 

note that the Commission specifically cautioned against using the capital structure for a 

Did the Commission adopt that proposal? 

49 Id. 

ICC Docket No. 96-048610539, Second Interim Order, February 17, 1998, pp. 10-12. 
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"sample group" of other companies as a means for determining the structure for SBC 

l l l in~is.~ '  As I indicated above, this is the same approach that SBC Illinois witness 

Avera uses in this case. 

Q. 

A. 

What is the company's current capital structure? 

According to SBC's Annual Report, the capital structure for the company's 

operations on a consolidated basis was 39.9 percent debt at year-end 2002.52 

Q. 

A. 

Has the capital structure changed over time? 

Yes, but very gradually. For example, the debt ratio was 42.9 percent at 

the end of 1999.53 This ratio increased to 45.0 percent for 2000, and then declined 

slightly to 44.3 percent in 2001.54 

Q. Are there steps that SBC Illinois could take to bring its capital structure in 

line with the 16 percent debt - 84 percent equity mix that witness Avera advocates? 

A. Theoretically yes, but for an organization of the company's size, significant 

shifts in the capital structure would take a long time to accomplish. To shift its capital 

structure this much, SBC Illinois would have to retire many billions of dollars of debt 

and/or issue many billions of dollars of equity capital. As a practical matter, this could 

not be done within the study planning period. 

Q. In summary, why do you recommend that the Commission employ a 

capital structure of at least 35 percent debt in this case? 

A. A debt ratio of 35 percent is less than the 40 percent debt ratio shown on 

the company's books for the end of last year. On the other hand, the company's 

"market value-based'' concept is a fictional target that is inappropriate in this case 

because of the company's significant market power. As I noted above, this market 

Id., p, 12. 

SBC Communications Inc. Annual Report 2002, p. 4. 

51 

52 

53 Id. 

54 Id. 
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power is demonstrated by the fact that SBC Illinois serves the great majority of retail 

customers within its operating area, and the fact that SBC Illinois is the only carrier that 

can provide UNEs for access to its extensive local wireline network. 

Q. You stated that in the last case, the Commission accepted a three-part 

capital structure - with weights for short-term debt, long-term debt and equity - in 

determining cost of capital for UNEs. What would be the corresponding mix at this 

time? 

A. According to the response by SBC Illinois to a data request by AT&T 

Communications, the capital structure on December 31, 2002 was 25.4 percent short- 

term debt, 13.1 percent long-term debt, and 61.5 percent equity.55 I have no objection 

to this mix for setting the UNE charges if the Commission decides to use a three-part 

structure again. 

VII. Fill Factors 

Q. 

A. 

What issue will you address next? 

I will address the utilization of the company’s outside plant. The utilization 

or “fill factor” for a facility is the proportion used to provide services. The assumed fill 

has a significant impact because all costs, including those of “unused” facilities, are 

allocated over the revenue-producing units of service to determine the total costs, and 

hence the proposed charges for UNEs. 

Q. What fill factors does SBC Illinois use for computing costs associated with 

UNEs? 

A. SBC Illinois witness Smallwood states that the UNE costs developed for 

this proceeding use the company’s present fill factors as projections of the expected fills 

for low capacity local loops (e.g. 2-wire and 4-wire loops).56 For high capacity loops 

SBC Illinois Response to AT&T Communications, Inc. Data Request No. TM 1 

Direct Testimony of James R. Smallwood, p. 9. 

55 

56 
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(e.g. DS-1 and DS-3) projected fills are determined on the basis of estimates by 

subject matter experts.57 

Q. 

A. 

Do you object to this methodology? 

I do not object to the use of subject matter experts if these individuals are 

fairly weighing all of the evidence and making reasoned projections for the future, but it 

is not adequate to simply assume that the future will look like the present. 

Q. 

A. 

Has the FCC addressed the use of fill factors in UNE cost studies? 

Yes. As SBC Illinois witness Smallwood notes, the FCC requires that fills 

reflect a “reasonable projection of the actual total usage of the element.”58 The witness 

asserts that the company has complied with this directive because current fill levels are 

the best projection of actual fills in the future.59 

Q. Do you agree? 

A. No. 

Q. Why? 

A. Current fills may be lower than anticipated over the longer run, because 

the company has been accelerating additions to outside plant, possibly in response to 

service quality concerns. The Proposed Order by the Hearing Examiners in Docket 

Nos. 98-0232 and 98-0335 (consolidated) that I mentioned above addresses service 

quality issues. The order refers to the company’s “service quality failures” and notes 

that the company has acknowledged some degradation in service quality.60 

Q. What would be a logical response to admonitions concerning reduced 

service quality levels? 

57 Id.,  p. IO. 

Id.,  p. 7, citing Federal Communications Commission, lmplementation of the Local 
Competition Provisions of the Telecommunications Act of 1996, CC Docket No. 96-98, 
First Report and Order, para. 682. 

Direct Testimony of James R. Smallwood, p. IO. 

Docket Nos. 98-0252, 98-0335, and 00-0764 (consolidated), Hearing Examiners’ 
Proposed Order, March 21,2001, p. 131 and p. 135. 

58 

5g 

60 
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7 A. Yes. The following table shows beginning year balances and plant 

8 additions for aerial cable as reflected in reports for the FCC’s Automated Reporting 

9 Management Information System (‘‘ARMIS’’) covering Illinois for the last few years.61 

A. One logical response would be to accelerate additions to outside plant. 

As a consequence, the current fills would decline, and then increase in the future. 

Thus, the “current“ values” that SBC Illinois is using are not necessarily representative 

of the conditions to be observed over the study period. 

Q. Do you have any indication of unusually large additions to outside plant 

accounts in the past few years? 

10 Beginning Year Plant 
11 Balance Additions Percentaqe 
12 (000) (000) 

13 1998 $575,254 $ 31,317 5.44 % 

14 1999 $ 596,741 $31,730 5.32 % 

15 2000 $ 620,473 $28,609 4.61 % 

16 2001 $ 642,377 $ 65,492 10.20 % 

17 2002 $699,067 $49,322 7.06 % 

18 

19 

20 

21 

22 

23 

24 

25 

In the last two years, aerial cable plant additions have increase.. significantly as a 

percentage of the plant balance at the beginning of the year. 

Q. 

A. 

Are there additional reasons why fills should increase? 

Yes. With more carrier participants in the market - Le., competitive 

LECs who will acquire UNEs if the price is reasonable - there will be opportunities for 

SBC Illinois to obtain additional revenue and use cable plant more efficiently by 

increasing average fill levels. Also, planning efforts should become more sophisticated 

and accurate. This should enable SBC Illinois to improve on past performance. 

Federal Communications Commission, SBC ARMIS Report 43-02, Table B1 b. 61 
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Moreover, by setting fill levels for cost recovery higher than recent experience, the 

Commission can give SBC Illinois the incentive to do just that. 

Q. 

A. 

Did the Commission address this issue in the last UNE case? 

Yes. The Commission adopted a set of target fill factors that its Staff 

proposed.62 The target fills were 85 percent for copper feeder and 33 percent for fiber 

feeder.63 The target for distribution plant was 80 percent.64 Thus, the use of current 

fills, as SBC Illinois is proposing in this case, is another departure from the approach 

that the company previously employed to estimate UNE 

9 Q. 

10 this case? 

11 A. 

12 
13 

14 

15 

16 

17 Q. 

18 A. 

What are the current fills that SBC Illinois proposes to use as targets in 

The alleged “current” fills are shown in the following table? 

Do you have a comments on these distribution fills? 

Yes, The ‘‘actual’’ distribution fills, ** .................................................. 

In 

response to a data request by the Staff, the company states that its network planning 

dictates that when cable is placed in many residential areas, the cable is sized to meet 

the needs of two pairs per lot plus one maintenance spare for every four units, which 

** 19 ....................................................................................................... 

20 

21 

22 

62 

63 

64 Id. 

ICC Docket No. 96-0486/0539, Second Interim Order, February 17, 1998, p. 34. 

Staff Data Request No. HBG 2.03. 

Schedule JRS-1. 65 

66 ILCurrentFillData2002 (JanOZ).xls. 
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.................................................................................................................... 
68 ** ................................................................................................... 

Q. What is your recommendation? 

A. I believe it is important to balance a number of factors. First, there are a 

number of definitional issues concerning the target fills that the Commission prescribed 

in the last UNE case, as discussed in the testimony of SBC Illinois witness S m a l l w ~ o d . ~ ~  

On the other hand, the sharp reduction in fills by using the current "actual" values will 

have a major and potential disruptive effect on UNE costs. Moreover, **--------------------- 

........................................................... ** Balancing these considerations, I 

recommend using a target fill of 70 percent for all cooper feeder and a target fill of 45 

percent for the distribution plant. These figures "back down" considerably from those 

previously employed, but still provide some "stretch" from the values that SBC Illinois 

proposes. 

VIII. Avoided Advertising Costs 

Q. 

A. 

Do you address additional issues that lead to inflated prices for UNEs? 

Yes. I address the costs that SBC Illinois avoids in providing services to 

competitive LECs on a wholesale basis. As discussed in the testimony of SBC Illinois 

witness David J. Barch, the company's claimed UNE costs reflect a wholesale shared 

SBC Illinois Response to Staff Data Request No. PL 1.04. 

SBC Illinois Response to AT&T Data Request No. RFP-492 

Direct Testimony of James R. Smallwood, p, 9 et seq.; and SBC Response to Staff Data 
Request No. HBG 2.03. 

67 

68 

69 
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and common (“S&C“) cost factor.7o The procedure SBC Illinois uses to determine this 

factor overstates the costs of UNEs because it fails to account for costs that are avoided 

in providing services to other carriers on a wholesale basis. 

Q. 

A. 

What cost savings does SBC Illinois fail to consider? 

The cost factor reflects “wholesale marketing costs” which include costs in 

Account 6613, Product Adverti~ing.~’ According to SBC Illinois, this account includes 

“the costs of developing and implementing promotional strategies to stimulate the 

purchase of products and services.”72 The company also states that “this includes non- 

product-related advertising, such as corporate image, stock and bond issue and 

employment advertisements, which should be included in the appropriate functional 

 account^."^^ 

Q. 

A. No. 

Q. Why? 

A. 

Should such product-related costs be reflected in the charges for UNEs? 

Advertising is unnecessary for the facilities and services at issue in this 

proceeding because carriers acquiring UNEs are well aware of the o& source of supply 

- the incumbent LEC. SBC lists a number of “advertising campaigns” or “products” 

with costs in the account.74 The list includes “products” such as “Winback for which 

advertising would not seem to provide any benefit whatsoever for carriers needing 

UNEs. It is true that the list includes some “products” such as “Access Lines” that other 

carriers acquire as UNEs, but SBC Illinois’ advertising of access lines should be 

directed at end users who would acquire these facilities directly from the company. 

70 Direct Testimony of David J. Barch, pp. 4-9 et seq. 

Shared & Common Cost Study - Illinois, Tab 1, lines 26-28 and Tab 3, Lines 142-146, 
Column L. 
SBC Illinois Response to Staff Data Request No. PL 1.32a. 

71 

72 

73 Id. 

SBC Illinois Response to Staff Data Request No. PL1.32~. 74 
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Other carriers acquiring facilities on a wholesale basis do not need to be informed 

through advertising that access facilities are available from the incumbent LEC. 

Q. 

services? 

Did the Commission previously address advertising costs for wholesale 

A. Yes. The Commission found advertising costs are an appropriate 

component of wholesale costs in its order setting the “discount” for resold services. In 

that order, the Commission found that it is reasonable for the company to advertise for 

the purpose of “informing resellers of available services.”75 However, in my view, even 

if advertising is necessary to inform resellers, it is not necessary to inform carriers 

needing UNEs because there is a defined and rather static list of such elements. 

Q. 

A. 

Who should bear the costs of advertising? 

Advertising to promote demand by the ultimate users - the competitors’ 

customers - should be the responsibility of the competitive LECs themselves. Indeed, 

competitors must advertise their own services. On the other hand, it is virtually certain 

(and understandable) that SBC Illinois would aim any advertising in order to promote 

use of the company’s own services, rather than to promote the activities of its 

competitors. Thus, by including advertising costs in its charges to carriers acquiring 

UNEs, SBC Illinois is asking its competitors to pay for activities designed to thwart their 

own interests. 

Q. In your view, does SBC Illinois acknowledge that there is no advertising 

associated with UNEs? 

A. Yes. The Staff propounded a data request asking the company to “identify 

specific campaigns being conducted to foster, facilitate or otherwise enhance or 

improve the sale of [its] UNE services.”76 The company responded, “There are currently 

‘5 AT&T Communications of Illinois, Inc. Petition for a total local exchange wholesale tariff 
from Illinois Bell Telephone Company, Docket Nos. 95-0458 and 954531 (consolidated), 
Order, June 26, 1996, p. 32. 

Staff Data Request No. TQS 4.06. ’‘ 
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no existing campaigns being c~nduc ted . "~~  In my view, this response provides no basis 

for including advertising expenses in the UNE costs. 

Q. According to SBC, Account 661 3 also includes the costs of advertising of 

a broader corporate nature, such as stock and bond issues and efforts to recruit 

employees, in spite of the fact that the account is titled "Product Advertising". Are the 

costs of some of these ''broader'' advertising activities appropriately ascribed to UNEs? 

A. Perhaps some of the costs could be associated loosely with UNEs. For 

example, new employees recruited through advertising could work on SBC's activities 

concerning UNEs as well as activities concerning provision of services directly to end 

users. Apparently, however, there is no data available to break down the costs in 

Account 6613 into its various components. Indeed, SBC responded to a data request 

by the Staff seeking a breakdown of the activities associated with Product Advertising 

by reference to its previous response with the description of the costs contained in the 

ac~ount.~ '  

Q. In view of the conclusions you have discussed above, what is your 

recommendation concerning advertising costs? 

A. I urge the Commission to require SBC Illinois to remove all advertising 

expenses assigned to UNEs in its studies. 

IX. Additional Costs of Unbundled Local Loops 

Q. Are there additional issues concerning the company's estimates of the 

costs of unbundled local loops? 

A. Yes. Schedule JRS-1, which compares the company's present 

methodology with that in the previous UNE case, indicates that a number of premise 

77 SBC Illinois Response to Staff Data Request No. TQS 4.06 

SBC Illinois Response to Staff Data Request No. PL 1.32b, citing Response to Staff Data 
Reauest No. 1.32a. 
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termination cost elements which are included with loop costs in the present case were 

not included with loop costs in the previous case. These are network interface devices 

(‘“IDS”), building terminals, and building entrance facilities. 

Do you object to these changes? 

Not necessarily, but the changes raise two issues. First, such “rebundling” 

reduces flexibility. If competitive LECs do not need the termination elements, or have 

different ways to provision this capability, bundling forces competitors to pay for 

redundant capability. Second, if SBC Illinois had separate charges for these termination 

elements, they should desist if the new approach is adopted because they are being 

recovered through loop charges by the company’s admission. 

Q. 

A. 

Q. 

A. 

Does Schedule JRS-1 raise other issues concerning additional costs? 

Yes. I note a significant increase from 67.32 percent to 76.68 percent in 

the “conduit factor“ used to reflect the costs of conduit in the costs of unbundled local 

Q. 

A. 

How is the conduit factor computed? 

According to the company’s Cost Tool Documentation, the conduit factor 

is based on the ratio of investment in conduit construction to underground cable 

construction over the previous three-year period.*’ 

Q. 

A. Theoretically yes, but because of a discontinuity in the data, the 

company’s approach leads to an increase in the conduit cost which is probably not 

representative of the future. The company’s ARMIS Reports shows the following 

additions for Illinois conduit and underground cable for the three years concluded prior 

to October 2002. 

Is this a reasonable approach? 

’’ Schedule JRS-1 

Loop Cost Analysis Tool (LoopCAT) Cost Tool Documentation, Schedule JRS-3 of the 
Direct Testimony of James R. Smallwood, p. 22. 
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Underground 
Conduit Cable 

Additions Additions Percentaqe 
(000) (000) 

1999 $28,201 $42,504 66.35% 

2000 $ 34,881 $ 55,609 62.73% 

2001 $67,686 $ 72,860 92.90% 

By my calculation, the weighted average for the three years is 76.48 percent, which 

agrees closely with the 76.68 percent shown on Schedule JRS-1. However, this factor 

is heavily influenced to the sharp increase in conduit additions in 2001. 

Q. What is your recommendation? 

A. I urge the Commission to require SBC Illinois to demonstrate that the 

conduit factor that it employs in this case is the best possible representation of 

conditions over the study period 2002 through 2005. 

X. Wholesale Shared and Common Cost Factor 

Q. 

A. 

What is the final issue that you will discuss in this testimony? 

I shall discuss the structure of the company’s wholesale S&C cost factor, 

which purportedly accounts for costs that are ascribed to UNEs but not included in the 

TELRlCs that are computed for the respective elements. The wholesale S&C cost 

factor, ** ____________ **, is applied to each of the TELRlCs to determine the recurring 

charge that the company proposes.*’ The development of the company’s wholesale 

S&C cost factor is described in the Direct Testimony of SBC Illinois witness David J. 

Barch.82 

Q. How is the wholesale S&C cost factor determined? 

” Schedule MDS-2 to Direct Testimony of Michael D. Silver. 

Direct Testimony of David J. Barch, pp. 5 3 1 .  52 

28 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A. The procedure is complex, but there are basically two terms - a common 

cost factor and a shared cost factor. In summary, the formula is: 

(TOTAL COMMON COSTS I TOTAL DIRECT COSTS) 
+ 

(WHOLESALE SHARED COSTS I WHOLESALE DIRECT COSTS) 

The procedures for determining the parts of this formula are described in Tabs 1, 2 an 

3 of the Shared & Common Cost Study on the CD for the December 2002 Cost Filing 

containing Annual Cost Factors, Labor Rates, and Shared & Common and Support 

Assets. 

Q. 

A. 

In summary, what is your assessment of the company's methodology? 

The procedure that SBC Illinois employs to determine the S&C cost factor 

has many structural problems, so it not useful as a means of estimating the magnitude 

of the shared and common costs that should be reflected in UNE charges. 

Q. 

A. 

Would you identify some of these problems? 

Yes. At the outset, the denominator for the factor contains a major 

inconsistency in that Total Plant in Service is added to Total Operating Expenses.83 

Investment costs and expenses have different temporal dimensions. The first is an 

asset and liability (or balance sheet) concept, which is a picture at one point in time. 

The second is an income and expense concept, which is a representation for a  an of 

time such as a year. Because they have different dimensions, plant investment and 

expenses should not be added together. Moreover, there is an additional problem in 

adding Total Plant in Service to Total Operating Expenses in that the later include 

deprecation expenses. Since depreciation derives from plant balances, there is a 

circularity involved in the combination of these elements. 

Q. Are there additional problems with the company's S&C cost study? 

83 S&C Cost Study, Tab 1, lines 18 and 19. 
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A. Yes. There is a also a problem with adding two quantities with different 

temporal dimensions in the numerator of common cost factor. Executive and Planning 

Expenses, as well as General and Administrative Expanses, such as Accounting and 

Finance, are added to Support Costs, which is a part of Total Plant in Service - General 

S~pport . ’~ Again, balance sheet items are added to items that would appear on an 

income and expense statement. 

Q. Are there also problems with the second term of the formula, the Shared 

Cost Factor? 

A. Yes. There are also problems with this factor, **---------------------------------- 

......................................................... ** , The company’s Shared Cost Factor is 

the ratio of wholesale shared marketing and uncollectibles to total wholesale direct 

costs.85 In the first place, advertising costs should not be reflected in UNE charges, as I 

explained above. However, there is an additional problem in that the company applies 

this cost factor not simply to marketing costs but to the total recurring cost for the 

element determined through the TELRIC process. The TELRlCs include annualized 

representations of all direct costs, including for example, maintenance, depreciation, 

return, debt service and income taxes. There is no congruity of scope between the 

quantities used to determine the Shared Cost Factor and the base to which this factor is 

applied. Moreover, the denominator of the Shared Cost Factor is also derived basically 

from the same “sum” of Total Plant in Service and Total Operating Expenses which has 

the dimensional inconsistency that I discussed above.’6 

Q. What is your recommendation? 

A. There are various ways to reflect shared and common costs, but at least 

now, I would recommend a simpler approach using a single ratio. 

Id., lines 1 to 10, and line 11. 

Id., line 40. 

Id., line 35 compared with line 22 

84 
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Q. 

A. 

What would be included in the numerator of the ratio? 

The numerator would include Marketing Expenses associated with UNEs, 

Services Expenses associated with UNEs, Executive and Planning Expenses, General 

and Administrative Expenses, and an expense representing an allowance for 

Uncollectible Revenues. The Marketing Expenses (equivalent to line 146 on Tab 3) 

would exclude Product Advertising costs as well as Product Management and Sales 

expenses SOlely related to retail products and retail sales activities. Executive and 

Planning Expenses (equivalent to line 159 on Tab 3) and General and Administrative 

Expenses (equivalent to line 170 on Tab 3) could be included. 

Q. 

A. 

What would be included in the denominator of the ratio? 

The denominator should be total expenses. That is, the denominator 

should include the shared and common expenses in the numerator, as well as the direct 

expenses. The Direct Expenses include Plant Specific Operations Expenses 

(equivalent to line 115 on Tab 3) and Plant Nonspecific Operations Expenses 

(equivalent to line 140 on Tab 3). In addition, the Direct Expenses in the denominator 

should include interest, equity return and income taxes (Le. the ”cost of money” and 

income taxes). 

Q. Why should the “cost of money” and income taxes be included in the 

denominator of the ratio used to develop the S&C Cost Factor? 

A. The S&C cost factor is multiplied by TELRlCs to produce the total cost to 

be covered by UNE charges. Therefore, the S&C cost factor and the TELRlCs should 

be comparable in scope. The TELRlCs include the cost of money and income taxes.” 

If these quantities are not included in the denominator of the S&C cost factor, the 

resulting product will overstate the cost appropriately recovered through the process. 
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*t Q. Have you developed an S&C Cost Factor to replace the **------------ 

proposed by the company? 

A. I do not have the data to develop the factor precisely, but I believe it is 

possible to determine a maximum, or upper bound, using booked costs for Illinois as of 

December 31,2001 shown in the company’s S&C Cost Study. 

Q. Please continue. 

A. The Illinois Marketing Expenses, Services Expenses, Executive and 

Planning Expenses, and General and Administrative Expenses total $759 million.88 The 

company shows Uncollectible Revenues of $1 16 million.89 To get an u ~ ~ e r  bound, I 

would include all of these expenses ($875 million) as the numerator of the S&C Cost 

Factor ratio, without excluding advertising or customer services functions that have no 

connection with UNEs. Turning to the denominator, Illinois Plant Specific Operations 

Expenses and Plant Nonspecific Operations Expenses total $1,985 million.g0 Total 

Plant in Service is $12,070 mi l l i~n .~ ’  From the company’s ARMIS Report, the 

corresponding Net Total Property and Equipment is $5,704,000 million. The company’s 

return requirements for UNEs are a contested issue in this case, but for purposes of 

estimating an S&C cost factor, I shall conservatively assume a pre-tax return factor of 

14 percent. Thus, the net plant of $5,704,000 is multiplied by 0.14 to get an allowance 

of $800 million for cost of money and income taxes. 

What is the net result? 

As an upper bound, the numerator of the S&C Cost factor would be $875 

million. The denominator would be $875 million, plus $1,985 million, plus $800 million, 

or a total of $3,660 million. Therefore, an upper bound for the S&C Cost Factor would 

Q. 

A. 

Tab 3, sum of lines 154 and 174, Column D. 

Tab 3, line 181, Column L. 

Tab 3, sum of lines 115 and 140, Column D. 

Tab 3, line 65, Column D. 

88 

90 

91 
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be the range of 24 percent, ** ............................................................................ - 

____________________--------- **. I do not believe that the S&C Cost Factor should exceed 24 

percent, and it is likely that as additional evidence is adduced throughout the case, a 

even lesser value would be indicated. Most importantly, I urge the Commission to 

require that the company's UNE rates reflect an S&C Cost Factor that is developed 

using internally consistent procedures, such as I have outlined above. 

Q. 

A. Yes. it does. 

Does that conclude your testimony? 
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